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October 20, 1997

Independence Standards Board - Minutes
of Meetings
Independence Standards Board
Minutes of the Public Meeting
October 20, 1997
Attendance
The meeting convened at 9:00 a.m. at the AICPA's offices in New York City.
Members Present
William T. Allen, Chair
John C. Bogle
Stephen G. Butler
Robert E. Denham
Manuel H. Johnson, Jr.
Philip A. Laskawy
Barry C. Melancon
James J. Schiro
Michael Sutton, chief accountant of the SEC, was present by invitation.
I. Welcome
Mr. Allen called the meeting to order at 9:00 am and welcomed all in attendance.
II. Introduction of Executive Director
Mr. Allen announced the appointment of Arthur Siegel as Executive Director of
the Independence Standards Board.
III. Comments by Chairman Levitt
Mr. Allen introduced Arthur Levitt, Chairman of the U.S. Securities and Exchange
Commission. Mr. Levitt noted in his comments the unique role of the auditor in
the capital markets, i.e., the auditor is the only participant who must be
independent and that this unique role is a cornerstone of the efficiency and
effectiveness of the U.S. capital markets.
Mr. Levitt asked about the implications of the recently announced plans of merger
among certain large accounting firms and urged restraint by the firms in the
scope of their practices.
Mr. Levitt stated that the ISB has a "mission critical task", which is to meet strong
public expectations of preserving auditor independence in both fact and
appearance. He suggested that the ISB move cautiously in what he described as

a major experiment in delegation of responsibility.
Mr. Levitt expressed appreciation to Messrs. Bogle, Johnson, Denham and Allen
for their service to the ISB and its role in the protection of the public interest. Mr.
Levitt noted that the ISB standard-setting meetings are, and will continue to be,
open to the public, and all standards promulgated by the ISB will be exposed for
public comment prior to issuance.
Mr. Levitt closed his comments by stating that the SEC will stay actively involved
in an oversight role, and that he and the SEC commissioners and staff have
confidence in the ISB members and their ultimate success.
IV. Presentation of Academic Panel
The academic panel was chaired by Professor Baruch Lev of NYU. Professor Lev
introduced his colleagues and their topics, which are as follows:






Professor Gary Previts of Case Western Reserve University, who spoke
on the history of accounting and auditing in the U.S. Professor Previts
noted that the past is prologue - not prediction.
Professor Previts stated that the capital markets, in pre- 1933 days, was
dominated by a small number of capitalists whose reliance on
independent auditors was minimal; since the creation of the SEC and the
regulation of the capital markets, many more entrepreneurs have come to
the markets, and significantly more investors have come forward. This
explosion in participants and investments has paralleled the growth in the
role of the independent auditor.
Professor William Kinney of University of Texas at Austin, who spoke on
the results of twenty-five (25) empirical studies of the independence of
auditors. Twelve (12) of the studies related to the scope of services
issues. The results of those twelve studies generally revealed a lack of
concern by the public on this issue.
ꞏ Professor Lev noted that an analysis of the WestLaw database
produced twelve cases involving auditor independence; a detailed review
of each case revealed "little or no issues" on this topic.

V. Presentation by Public Oversight Board
The Public Oversight Board ("POB") was represented by its Chairman, A.A.
Sommer, Jr. and two Board members, Messrs. Charles A. Bowsher and Donald
P. Kirk.
Mr. Sommer reviewed the history of the POB and its role in various issues and
matters related to independence. Mr. Sommer noted a study conducted by the
POB in 1984 related to scope of services by CPA firms; Mr. Sommer indicated a
copy of their report will be forwarded to the ISB.
Mr. Kirk discussed the events which led to the POB's Advisory Panel on Auditor
Independence. He stated that the Panel's recommendations could be viewed as
candidates for inclusion in CPA firm's Codes of Conduct and could be reviewed
through the peer review and monitoring processes.

Mr. Bowsher discussed the GAO Report issued in September 1996, which
enumerated the accounting profession’s response to each Congressional
challenge to the profession during an approximate twenty-three year period
ending in 1995. The Report gave "high marks" to the profession for both its
timeliness and thoughtful responses. Mr. Bowsher noted that the GAO did not
uncover any events where material MCS engagements had any effect on
subsequent alleged audit failures; however, Mr. Bowsher stated that the
profession must be responsive to the question of appearance in such
relationships. In response to a question from the Chairman, Mr. Bowsher stated
that it should be part of the ISB mission to educate users about auditor
independence.
VI. Presentation by Securities and Exchange Commission staff
The Securities and Exchange Commission staff was represented by Michael H.
Sutton, Chief Accountant; Scott Bayless, Assistant Chief Accountant with
responsibilities for independence issues; and Robert Burns, Chief Counsel to the
Chief Accountant.
Mr. Sutton noted that the role of the SEC in the capital markets is the protector of
the individual investor. As a result, an SEC priority is maintenance of the
"unbiased second look" provided by the independent auditor.
Mr. Burns stated that the SEC staff is concerned about what a reasonable
investor thinks, and not what a reasonable auditor thinks. In response to Mr.
Allen’s question as to how to determine that, Mr.Burns suggested that the Board
get public input as well as input from the public Board members. He also clarified
that he was referring to someone who reads financial publications such as The
Wall Street Journal and is prudent in managing his or her investments.
Mr. Bayless reviewed the general aspects of the SEC's rules related to auditor
independence and common independence issues addressed by the SEC staff.
VII. Presentation by Accounting Profession
The accounting profession was represented by Robert K. Herdman, a partner at
Ernst & Young LLP; David Birenbaum, Esquire, a partner at Fried, Frank, Harris,
Shriver & Jacobson; Professor Rick Antle; and by video conference, Robert
Mednick, Chairman of the AICPA and a partner in Arthur Andersen LLP; and
Professor David Teece.
Mr. Mednick noted a trend over the years whereby independence guidance
moved from an Ethics Code to a series of detailed rules and regulations, a
transformation which in his opinion has been counter-productive.
Mr. Herdman reviewed the key elements of the White Paper developed by the
profession for the ISB entitled "Serving the Public Interest: A New Conceptual
Framework for Auditor Independence." The thrust of the White Paper is to create
a core of principles and a set of detailed guidelines describing threats to
independence and possible offsetting controls. >From these principles and
guidelines, each firm would develop and adopt an Independence Code
appropriate for its culture, practice size, client base and scope of services. The
Code would be filed with ISB and be available to the public; compliance therewith

would be assessed through the peer review process.
Mr. Herdman said that in his view, the movement to a "principles" based process
from the current methodology would allow for more timely adaptation to emerging
issues, global economic and political changes and domestic macro and micro
economic trends.
VIII. Presentation by Financial Analysts
The Board heard the perspectives of two users of audited financial information,
Ms. Gabrielle Napolitano of Goldman, Sachs & Co. and Mr. Gerald White of
Grace & White, Inc.
Ms. Napolitano stated she believes there is a concern about auditor
independence, particularly as to expanding relationships with clients. She also
said, however, that there is a demand for change in the regulatory approach to
independence, and the conceptual framework offered by the CPA profession
would be a useful starting point. Further, Ms. Napolitano believes there is a need
for education of the public on this matter.
Mr. White stated that analysts take auditor independence for granted; if concerns
arise in a particular situation, the tendency is to sell or avoid the stock.
IX. Commentary by Steven M. H. Wallman
Steven M. H. Wallman, former SEC Commissioner, provided commentary on the
meeting. Mr. Wallman stated that he agreed with many of the meeting’s
comments and theories, principal among them being that the "investor is the
critical element." Mr. Wallman offered a number of comments and questions for
consideration, including:









With respect to Informational Risk, there are two aspects:
1. Usefulness of financial data, which is outside the purview of the
ISB
2. Integrity of financial data, which is critical to the mission of the
ISB, inasmuch as the investor must know he or she can trust the
process of financial data gathering, as well as the integrity of the
people within such process.
Why, in the view of some, do non-audit services create an expectation of
a bias by the auditor? Mr. Wallman asked for evidence of this conclusion.
It is likely to be a surprise to many that professional liability carriers have
not increased premiums based on audit firms providing consulting
services to audit clients, but this could be of significant interest to the
Board and others.
Investor perception is important but one should remember that
"appearance does catch up to reality."
Unless the regulatory process changes, it is likely the profession and
public regulators will be unable to deal effectively with many future
complex issues.
With respect to non-audit skills, Mr. Wallman stated that future audits will
demand such skills from the audit team, as well as a strong
understanding of client operations.

X. Open Discussion
Chairman Allen requested of Mr. Sutton that the SEC staff provide the ISB with its
views on the profession’s White Paper prior to the Board’s next meeting, and Mr.
Sutton agreed.
Mr. Kirk suggested that the Board might want to issue the profession’s White
Paper in some type of "Invitation to Comment" format for public reactions.
XI. Adjournment
Mr. Allen adjourned the meeting at 4:00 p.m.
Respectfully submitted,

Arthur Siegel
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